Yot
O
=
O
-
<
Q)
e
qw
e
%9
=
C
Yt
O
—
=
O

California
Department of
Corrections:

It Needs to Ensure That All Medical Service
Contracts It Enters Are in the State’s

Best Interest and All Medical Claims It
Pays Are Valid

April 2004
2003-117



The first five copies of each California State Auditor report are free.
Additional copies are $3 each, payable by check or money order.
You can obtain reports by contacting the Bureau of State Audits

at the following address:

California State Auditor
Bureau of State Audits
555 Capitol Mall, Suite 300
Sacramento, California 95814
(916) 445-0255 or TTY (916) 445-0033

OR

This report is also available
on the World Wide Web
http://www.bsa.ca.gov/bsa/

The California State Auditor is pleased to announce
the availability of an on-line subscription service.
For information on how to subscribe, please contact
the Information Technology Unit at (916) 445-0255, ext. 456,
or visit our Web site at www.bsa.ca.gov/bsa

Alternate format reports available upon request.

Permission is granted to reproduce reports.



CALIFORNIA STATE AUDITOR

ELAINE M. HOWLE STEVEN M. HENDRICKSON
STATE AUDITOR CHIEF DEPUTY STATE AUDITOR
April 6, 2004 2003-117

The Governor of California
President pro Tempore of the Senate
Speaker of the Assembly

State Capitol

Sacramento, California 95814

Dear Governor and Legislative Leaders:

As requested by the Joint Legislative Audit Committee, the Bureau of State Audits presents its audit
report concerning the California Department of Corrections’ (Corrections) processes to contract for
health care services not currently available within its own facilities.

This report concludes that Corrections does not adequately ensure that it enters into medical service
contracts that are in the State’s best interest. Specifically, Corrections staff who negotiate contracts tend
to rely on a 30-year-old state policy exemption that allows them to award contracts for most medical
services without seeking competitive bids. Another barrier to cost-effective medical service contracts
is Corrections’ flawed negotiating practices. Some hospital contracts leave out information vital to
ensuring that the State receives the discounts specified in the contracts. Other contracts do not justify
awarding rates that are higher than Corrections’ standard rates, violating this requirement of Corrections’
contract manual. Additionally, Corrections sometimes exceeds the authorized contract amount and fails
to obtain proper approvals before receiving nonemergency services. Finally, Corrections’ prisons are
not adhering to its utilization management program, established to ensure inmates receive quality care
at contained costs. Consequently, prisons are overpaying for some services, incurring unnecessary costs
for the State.

Respectfully submitted,

ELAINE M. HOWLE
State Auditor

BUREAU OF STATE AUDITS
555 Capitol Mall, Suite 300, Sacramento, California 95814 Telephone: (916) 445-0255 Fax: (916) 327-0019 www.bsa.ca.gov/bsa
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SUMMARY

RESULTS IN BRIEF

he California Department of Corrections (Corrections)

supervises an inmate population of about 161,000 in

32 state prisons. To fulfill its responsibility to provide
medically necessary health care for these inmates, Corrections
operates various facilities, including acute care hospitals and
treatment centers. Because it cannot provide all the necessary
health care services, Corrections contracts with medical service
providers in the community, such as hospitals, specialty care
physicians, and laboratories. Costs incurred for services from
these outside providers have increased more than 15 percent
in each of the last four fiscal years, rising to $239 million in
fiscal year 2002-03. As these costs rise, so does the importance
of Corrections negotiating and awarding medical service
contracts that are in the State’s best interest. However, despite
public policy and Corrections’ policies supporting the practice,
Corrections does not competitively bid most of its contracts for
medical services. Of 1,149 contracts awarded during fiscal years
2001-02 and 2002-03, only 259, or 23 percent, were put out for
competitive bidding.

|
Audit Highlights . . .

Our review of the California
Department of Corrections’
(Corrections) processes

to contract for health

care services not currently
available within its own
facilities concludes that:

M Corrections staff who
negotiate contracts tend
to rely on a 30-year-old
state policy exemption
that allows them to
award contracts for most
medical services without
seeking competitive bids.

M Corrections’ negotiation
practices are flawed.

For example, some of
the Health Care Services
Division’s and prisons’
hospital contracts leave
out information vital to
ensuring that the State
receives discounts those
contracts specify.

Corrections is unable to
justify awarding contracts
for rates above its
standards, violating this
requirement of Corrections’
contract manual.

continued on next page

Corrections’ Health Care Services Division (HCSD) provides
inmate health care and says it aims to deliver both competent
and cost-effective health services. In reality, HCSD and prison
staff who negotiate contracts tend to rely on a 30-year-old
state policy exemption that allows them to award contracts for
most medical services without seeking competitive bids. The
Department of General Services (General Services) could not
provide documentation to support the original justification
for the policy exemption and has not evaluated whether it

is currently valid. Yet, the policy exemption has the distinct
disadvantage of lacking any criteria to determine whether a
contract’s costs are reasonable.

Another barrier to cost-effective contracts for medical services

is Corrections’ flawed negotiating practices. Some contracts

that HCSD and the prisons have entered with hospitals leave
out information vital to obtaining the discounts specified in

the contracts. In other contracts, HCSD and the prisons do not
justify awarding rates that are higher than Corrections’ standard
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M Corrections sometimes

exceeds the authorized
contract amount and
fails to obtain proper
approvals before receiving
nonemergency services.

Corrections’ prisons

are not adhering to its
utilization management
program, established to
ensure inmates receive
quality care at contained
costs. Consequently,
prisons are overpaying for
some services, incurring
unnecessary costs for

the State.

rates, violating a requirement of Corrections’ contract manual.
Overall, contract files lack evidence that Corrections routinely
uses its database of information on medical costs and utilization
to negotiate contracts with medical service providers that are in
the State’s best interest. Further, staff at HCSD and at the prisons
are not offered specialized training in negotiating contract terms
and rates with providers.

The cost of medical services in the state prisons is also somewhat
dependent on the varying compensation methods Corrections
negotiates. Sometimes Corrections uses a daily set fee rather
than a flat percentage discount, a practice that has shown to
dramatically lower total hospital expenses. Moreover, because of
the different compensation methods it uses, Corrections has a
wide variety of rates for physician procedures compared with the
rates established by the federal Medicare program.

Further hindering the effectiveness of its contracting process,
Corrections sometimes approves late requests for contracts,
exceeds the authorized contract amount, and fails to obtain
proper approvals before receiving nonemergency services. Of the
56 contracts we reviewed, 14 (25 percent) were not submitted
by HCSD or the prisons to its Office of Contract Services’
Institution Contract Section within the required time frames.
We also found four contracts in which prisons exceeded the
funding authorized in the contracts by $5.9 million and some
instances of prisons obtaining medical services for inmates
before receiving General Services’ approval.

Not only is Corrections unable to demonstrate that its
contracts are in the State’s best interest, but also its prisons
may be paying inappropriate and invalid medical claims.
Prisons are not adhering to HCSD'’s utilization management
(UM) program, established to ensure that inmates receive
quality care at contained costs. The UM program requires
prisons contracting for medical services to perform three
reviews—prospective, concurrent, and retrospective—to ensure
that medical services and their prices are appropriate. However,
the prisons cannot show that they perform the prospective
and concurrent reviews. Further, several deficiencies in the
retrospective reviews that prisons have conducted have resulted
in documented overpayment of medical service charges and
possible payment for nonexistent services. Nurses with the UM
program are not consistently reviewing a percentage of medical
service invoices to verify that the charges are appropriate to the
services. In addition, the prisons’ analysts with the health care
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cost and utilization program (HCCUP) do not always identify
discrepancies between contract rates and medical charges on
providers’ invoices—or even obtain evidence that medical
services were actually received. Consequently, prisons are
overpaying for some services, incurring unnecessary costs for
the State. Until HCSD enforces its review policy for nurses

in the UM program and performs quality control reviews of
invoices processed by the HCCUP analysts, Corrections cannot
contain or reduce health care costs at California’s prisons.

RECOMMENDATIONS

To protect the State’s interest when entering future contracts
for medical services, General Services should consider removing
its long-standing policy exemption that allows Corrections to
award most medical service contracts without advertising or
competitive bidding.

If General Services chooses not to remove the policy exemption,
it should prescribe the methods and criteria for Corrections to
use in determining the reasonableness of contract costs. For
example, General Services could amend the State Contracting
Manual or its policy exemption to require Corrections to follow
the method it uses for the noncompetitively bid procurement
process that requires agencies to conduct a market survey and
prepare a price analysis demonstrating that the contract is in the
State’s best interest.

To improve its negotiation practices to obtain medical service
contracts that are in the State’s best interest, Corrections should
do the following:

e Ensure that it obtains hospitals’ list of established rates and
uses this information to negotiate contract rates and obtain
discounts specified in the contracts.

¢ Enforce its requirements for justifying higher rates, including
obtaining and reviewing relevant documentation.

e Establish procedures to ensure that staff negotiating medical
service contracts incorporate the use of costs and utilization
data and document their use of these data in the contract files.

e Offer its negotiation staff specialized training in effectively
negotiating favorable rates.
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To tulfill its contract management responsibilities, Corrections
should do the following:

e Direct its Office of Contract Services (Contract Services) to
evaluate late requests using the established criteria.

¢ Ensure that prisons do not exceed the funding authorized
in the contract by requiring Contract Services to review
the contract amount and prisons’ existing requests before
processing any additional requests.

e Evaluate its contract processes to identify ways to eliminate
delays in processing contracts and avoid allowing contractors
to begin work before General Services approves the contract.

To improve its efforts to provide only medically necessary
services and contain medical services costs, Corrections should
do the following:

¢ Ensure that prisons adhere to the UM program guidelines
requiring them to perform and retain documentation of their
prospective and concurrent reviews.

¢ Clarity and update the UM program guidelines for performing
retrospective reviews.

e FEstablish a quality control process that includes monthly
reviews of a sample of invoices processed by the prisons’
HCCUP analyst.

AGENCY COMMENTS

General Services stated that it would take appropriate actions
to address our recommendations. Corrections generally agreed
with our recommendations, but it expressed concern with our
recommendations to General Services regarding the removal of
the long-standing policy exemption. &
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INTRODUCTION

BACKGROUND

he California Department of Corrections (Corrections)

operates 32 state prisons, oversees a variety of community

correctional facilities, and supervises parolees’ reentry
into society. As of June 30, 2003, Corrections’ total population
was about 160,900 inmates, roughly the average inmate
population for fiscal years 1998-99 through 2002-03. For fiscal
year 2003-04, Corrections’ budget is $5.7 billion.

Types of Facilities Corrections Uses
to Provide Health Care to Inmates*

General acute care hospitals—provide
24-hour inpatient care, including basic
services such as medical, nursing, surgical,
anesthesia, laboratory, radiology, pharmacy,
and dietary.

Correctional treatment centers—provide
inpatient health care to inmates who do
not require acute care, but need health
care beyond that normally provided in the
community on an outpatient basis.

Outpatient housing units—typically house
inmates who do not require admission to

a licensed health care facility, but need
monitoring or isolation from the general
prison population.

Intermediate care facilities—provide
inpatient care to inmates who need skilled
nursing supervision and supportive but not
continuous care.

Skilled nursing facilities—provide
continuous skilled nursing and supportive
care to inmates on an extended basis,
including services such as medical, nursing,
pharmacy, dietary, and an activity program.

Hospices—provide care to inmates who are
terminally ill.

Source: California Department of Corrections.

* All facilities, except outpatient housing units,
are licensed by the California Department of
Health Services.

To provide medically necessary health care

to inmates, Corrections operates six types of
facilities—four general acute care hospitals,

16 correctional treatment centers, 12 outpatient
housing units, a skilled nursing facility, an
intermediate care facility, and a hospice

(see text box). Additionally, it contracts with
the Department of Mental Health to provide all
inpatient acute mental health services to inmates
at the intermediate care facility at the California
Medical Facility in Vacaville and to a portion

of the correctional treatment center patients at
Salinas Valley State Prison.

For care not available in its own facilities,
Corrections contracts with medical service
providers in the community. Corrections’ costs
incurred for contracted inmate medical and
laboratory services have continued to increase

in each of the last four fiscal years by more than
15 percent. In fiscal year 2001-02, costs increased
by 29 percent and fiscal year 2002-03 witnessed
another 20 percent increase. Figure 1 on the
following page shows the variety of medical
service providers that Corrections contracts with to
deliver health care services to inmates, including
community hospitals throughout the State that
provide inpatient and outpatient medical services
and specialty care physicians such as oncologists
and radiologists. To provide temporary medical
services when prison medical staff are unavailable
or on long-term sick leave, Corrections uses
medical registry contracts.

California State Auditor Report 2003-117



FIGURE 1

Contracted Medical Services Corrections Incurred in
Fiscal Year 2002-03

Miscellaneous Services*
$1.1 million (0%)

/

Registry Services
$63.8 million (27%)

Hospital Services’
$141.1 million (59%)

Lab/Radiology/
Diagnostic Services
$17.5 million (7%)

Physician Services (non-hospital)
$15.8 million (7%)

Total = $239.3 million

Source: California Department of Corrections’ unaudited expenditure data.
* Includes services such as medical equipment maintenance.
T Includes data for inpatient and outpatient hospital charges.

CORRECTIONS PLACES RESPONSIBILITY FOR
DELIVERING HEALTH CARE TO INMATES ON ITS
HEALTH CARE SERVICES DIVISION

The mission of Corrections’ Health Care Services Division
(HCSD) is to manage and deliver to the State’s inmate
population health care consistent with adopted standards for
quality and scope of services within a custodial environment.
According to HCSD, it strives to be a leader in providing cost-
effective, timely, and competent care and in promoting inmates’
responsibility for their own health. As shown in Figure 2, HCSD
comprises two branches that carry out its responsibilities,
including negotiating and monitoring medical service contracts.
Although HCSD is centrally located in Sacramento, most staff
responsible for managing and delivering health care services

are located in the prisons. This report refers to staff located in
Sacramento as HCSD staff and those at the prisons as prison staff.

STATE CONTRACTING PROCESS

The State has established processes for departments to use
when acquiring goods and services. Competition is typically
at the core of these processes, which are designed to promote
fairness, value, and the open disclosure of public purchasing.
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State law and the policies of the Department of General Services
(General Services)—the State’s contracting and procurement
oversight department—generally require state departments to
conduct a competitive bidding process that gives vendors an
opportunity to submit price quotes or proposals for purchases
of goods costing $25,000 or more and for services valued at
$5,000 or more, with certain exceptions. Public policy strongly
favors competitive bidding, and state contracts established
without competitive bidding are limited by either statute or
Executive Order.

Exceptions to Competitively Bid Procurements

With respect to contracts for goods or commodities (other
than those related to information technology), state law allows
the following limited exceptions to the requirement that
departments conduct competitive bidding: (1) when only one
good or service can meet the State’s needs, commonly known
as a sole-source contract; and (2) when the good or service is
needed because of an emergency—that is, when immediate
acquisition is necessary for the protection of public health,
welfare, or safety. To ensure compliance with competitive
bidding requirements, the State authorizes a noncompetitively
bid (NCB) procurement only when the requesting department
can adequately document that one of the two exceptions exists.

Regarding contracts for services, state law provides for
various statutory exemptions from the requirement to bid
competitively—for example, contracts performed by a public
entity. State law also gives General Services the authority

to prescribe the conditions under which a contract may be
awarded without competition and the methods and criteria
used in determining the reasonableness of contract costs.
General Services exercises its authority based on what it
determines is in the “best interest” of the State.

Only One Good or Service Can Meet the State’s Needs

On certain occasions, a department may need to contract with a
specific vendor whose goods are unique in some way. This type
of contract is commonly known as a sole-source contract, and
General Services refers to contracts formed under this exception
as NCBs. The State Contracting Manual describes the conditions
under which this type of procurement is appropriate as well
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as those requiring the approval of General Services. Typically,
departments must show that no other vendor in the marketplace
can meet the State’s needs.

Emergency Purchases

An emergency contract is another type of contract that can be
formed without competitive bidding. However, it is important
to note that different criteria must be applied when justifying an
emergency than when justifying other types of contracts. When
a department experiences an emergency involving public health,
welfare, or safety and consequently needs to purchase supplies
or equipment immediately, the department must justify that
immediate need. The justification must demonstrate that either
(1) the department could not have avoided the emergency
condition by reasonable care and diligence or (2) there was

an immediate threat of substantial damage or injury to
persons committed to the department’s care, employees of
the department, members of the general public, or property for
which the department is responsible. Also, a department officer
must approve the emergency purchase.

General Services evaluates each emergency purchase request
and either approves it or sends it back to the department

for further review. State law requires Corrections to provide
medically necessary health care to inmates who are committed
to its care. Additionally, during the 1980s and 1990s, inmates
filed various class action lawsuits alleging deficiencies with
health care, leading the courts to order Corrections to remedy
the deficiencies. In certain cases, the litigation has led to
improvements statewide. In response to one lawsuit contending
that inmates with psychiatric conditions were unable to receive
necessary and adequate mental health treatment, Corrections
implemented a comprehensive mental health treatment system.
Other lawsuits have affected the delivery of care at specific
prisons. Corrections may find itself in the position of using this
exemption when a medical emergency arises that indicates a
threat to the delivery of that care.
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General Services’ Policy Exemption for Certain Medical
Service Contracts

A long-standing policy exemption authorized by General Services
allows Corrections to award medical service contracts for
physicians, medical groups, local community hospitals, and

911 emergency ambulance service providers without advertising
or competitive bidding. The exemption also applies to any
ambulance service provider that serves a single geographical area.

PARTIES RESPONSIBLE FOR CORRECTIONS’ MEDICAL
SERVICE CONTRACTS

Corrections has given full responsibility for the management
and approval of its contracts to its Office of Contract Services
(Contract Services), a separate entity from HCSD. Although
HCSD and the prisons bear some responsibility for managing
contracts, Contract Services coordinates, processes, and
maintains all Corrections’ contracts and bid packages.
Contract Services’ Institution Contract Section (ICS) entered a
memorandum of understanding with each prison to establish
a mutual goal of expediting the contract process for services
that prisons need for their daily operation. The memorandum
of understanding also addresses certain contract management
responsibilities that the State Contracting Manual outlines as
typical for an authorized representative of the State responsible
for administering a contract and monitoring the contractor’s
performance. Table 1 shows some key contract management
responsibilities and the Corrections’ entities assigned to fulfill
the duties.

10

California State Auditor Report 2003-117



TABLE 1

Contract Management Responsibilities Assigned to Various Corrections’ Entities

Responsibility Entity

Develop and write a clear, concise, detailed description of the work to HCSD, Prisons
be performed; estimate quantities and dollar amounts; and identify
funding source.

Review draft contract provisions, scope of work, technical requirements, HCSD, ICS
completion dates, benchmarks, timelines, estimated quantities, dollar
amounts, and final product.

Ensure compliance with all federal and special regulations. HCSD (licensing issues), ICS*, Prisons
Ensure that funding is available and the contract is encumbered in ICST, Prisons, Regional Accounting Offices
conformance with the agency’s policy.

Schedule the contractor to begin work. HCSD, Prisons

Maintain contract documentation. HCSD, ICS, Prisons

Monitor the contract to ensure compliance with all contract provisions. HCSD, ICS8, Prisons

Assess and request amendments, renewals, or new contracts as required, HCSD, ICS", Prisons,

allowing sufficient time to process and execute such changes before the
contract expires or funds are depleted to prevent a lapse in service.

Review and approve invoices for payment to substantiate expenditures for ~ Prisons (HCCUP analysts, UM nurses, contract
work performed and to prevent penalties from being assessed. monitors, and health care managers)

Monitor contract expenditures to ensure that sufficient funds exist to pay HCSD (monitor spending levels)
for all services rendered as required by contract, identify low spending

levels, and consider partial disencumbrance and reassignment of funds. Hibszoe (ECUD el ot bt anelpss, e

contract monitors)

Regional Accounting Offices

Verify that the contractor has fulfilled all requirements of the contract HCSD, Prisons (contract monitors)
before approving the final invoice.

Source: State Contracting Manual; California Department of Corrections, Office of Contract Services 2002 Users Guide for
Prison Staff.

* |CS ensures compliance with State Contracting Manual, Public Contract Code, and Government Code requirements.
T ICS only requires a program to identify a funding source on its request.

 ICS notifies the contractor that the contract has been approved. The contract monitor (HCSD or prison) schedules the contractor
to begin services.

& |CS only monitors certain contracts to ensure that amounts authorized for prisons’ use do not exceed the total authorized
amount of the contract.

"'ICS only assesses and requests amendments for certain contracts.
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SCOPE AND METHODOLOGY

The Joint Legislative Audit Committee (audit committee)
requested the Bureau of State Audits (bureau) to examine the
process that Corrections uses to contract for health care services
not currently available within its own facilities. Specifically, the
audit committee directed the bureau to examine the process
Corrections uses to negotiate contracts for outside health care
services, including the different types of agreements it enters,
its fee schedules, the roles of headquarters and prisons, and

the qualifications of its negotiation staff. Further, the audit
committee instructed the bureau to select a sample of contracts
for outside health care services, including hospitals in both
rural and urban areas, to determine whether Corrections
negotiated the best value for the services, whether rates in rural
and urban areas are comparable for similar services, whether
rates for similar services are comparable to those under the
State’s Medicaid Assistance Program (Medi-Cal), and whether
Corrections employs data on trends of volume and average

use of contracted medical services to obtain price breaks or
quantity discounts. The audit committee also asked the bureau
to review Corrections’ policies and procedures for processing
and monitoring claims for contracted health care services to
determine if Corrections verifies the validity of the claims.
Finally, the audit committee requested the bureau to evaluate
Corrections’ implementation of certain recommendations
outlined in the bureau’s report titled California Department

of Corrections: Utilizing Managed Care Practices Could Ensure

More Cost-Effective and Standardized Health Care, issued in
January 2000.

To obtain an understanding of the State’s contracting process
for medical care services, we reviewed relevant laws, policies, and
procedures. In addition, we reviewed Corrections’ policies
and procedures. Finally, we interviewed staff at Corrections and
General Services.

In examining the process Corrections uses to negotiate contracts
for medical services, we interviewed key staff from HCSD. We
also asked 21 prisons to respond to a series of questions relating
to their process for negotiating contracts and ensuring that
medical service providers’ rates are reasonable or competitive.
Furthermore, we reviewed the background, experience, and
duty statement of HCSD’s negotiation staff and whether HCSD
provides training to them or prison staff.

12
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To assess whether Corrections negotiated for contracted medical
services that were in the State’s best interest, we reviewed a
sample of 56 contracts, including contracts with hospitals in
both rural and urban areas. Using Contract Services’ database,
we sorted contracts for fiscal years 2001-02 and 2002-03 by the
method Corrections used to secure the contracts: competitive
bidding, noncompetitive bidding, and using General Services’
policy exemption for medical services. Then we identified
contracts relating to inmate medical and laboratory services.
Additionally, using Corrections’ unaudited expenditure data, we
summarized the total expenditures for these contracts by prison.
We also summarized the data by the regional accounting offices
that process the prisons’ invoices. Further, we ranked the offices
by expenditures and the number of prison contracts for medical
services. Finally, we judgmentally selected our sample, which
also includes a few contracts negotiated by HCSD and hospitals
serving prisons in rural and urban areas.

To compare Corrections’ rates for similar services in rural

and urban areas, we grouped our sample of contracts by type

of service. Using information prepared by the California
Department of Finance, Demographic Research Unit, we
determined if the prisons receiving the services were in rural or
urban areas. Then, to the extent possible, we compared the rates.

Although the audit committee requested that we compare
Corrections’ rates with Medi-Cal’s rates for similar services, we
determined that a comparison to Medicare rates would be more
beneficial because the federal program updates its rates more
frequently than does the state program. We compared rates
Corrections paid for inpatient hospital services to Medicare’s
rates using the Medicare Acute Care Hospital Inpatient
Prospective Payment System PC Pricer (Medicare Pricer). The
Medicare Pricer calculates payments for inpatient hospital
services and required us to input data such as the Medicare
provider number, date of admission and discharge, diagnosis-
related group number, and invoice amount. A consultant
assisted us by identifying the Medicare provider number and
diagnosis-related group codes for the invoices we reviewed.
Additionally, we compared Corrections’ rates paid for physician
services and prosthetics to Medicare’s fee schedules, which

are based on its Healthcare Common Procedure Coding
System. Finally, we compared the rates Corrections paid for
ambulance services to Medicare’s blended rates for 2002 and 2003,
which consist of a percentage of both its fee schedule and the
providers’ reasonable charges.
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To determine whether Corrections employed data on trends of
volume and average use of contracted medical services to obtain
price breaks or quantity discounts for our sample, we reviewed
contract files maintained by Contract Services and HCSD.

To assess the methods Corrections uses to determine the
validity of medical service claims, we reviewed policies and
procedures for its health care cost and utilization program.

We also reviewed guidelines for its UM program. We selected

a sample of invoices relating to our sample of medical service
contracts and determined if Corrections paid only for services that
were authorized, medically necessary, and consistent with the
contract terms.

Finally, we evaluated Corrections’ actions to implement four
recommendations from the bureau’s previous report issued in
January 2000. We present this information in Appendix A. ®

14
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CHAPTER 1

Processes Used by the California
Department of Corrections to Solicit
and Negotiate Contracts for Medical
Services Do Not Represent the State’s
Best Interest

CHAPTER SUMMARY

does not competitively bid many of its contracts

for medical services. Instead, both the prisons and
Corrections’ Health Care Services Division (HCSD) rely on
a 30-year-old state policy exemption that allows them to
award contracts for most medical services without seeking
competitive bids. Lacking any documented justification, this
policy exemption cannot be evaluated according to current
conditions in the State and does not provide any criteria for
determining whether the costs of a contract are reasonable.
By not competitively bidding its contracts, Corrections fails to
ensure that the State meets the medical needs of inmates at a
competitive price.

The California Department of Corrections (Corrections)

Also, Corrections’ contract negotiation practices are seriously
flawed. Some medical service contracts omit information
crucial to ensuring that the State receives the discounts
specified in the contracts. Other contracts lack the required
justification for rates higher than Corrections’ standard rates,
even though Corrections’ contract manual requires such
justification. Further, Corrections does not appear to routinely
use its database of information on medical costs and utilization
to negotiate with medical service providers for the most
favorable rates. Finally, Corrections needs to follow through on
its intention to offer negotiation staff specialized training in
negotiating contract terms and rates with providers.

Corrections’ varying compensation methods also affect the cost
of medical services in the state prisons. Comparing Corrections’
rates in various hospitals shows that by using certain methods of
compensation rather than others, Corrections can dramatically
lower total hospital expenses. For example, we found that
generally, Corrections generated greater savings when it was
able to negotiate per diem, or daily, fees for specific services
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or outcomes regardless of the actual charges. The impact that
the compensation method Corrections negotiates has on the
State’s costs was also apparent in expenditures for individual
procedures we reviewed, such as physician procedures, for which
Corrections has a wide variety of rates compared with those
established by Medicare.

Further hindering the effectiveness of its contracting process,
Corrections executes late contracts, exceeds the authorized
contract amount, and fails to obtain proper approvals before
receiving nonemergency services. Corrections’ Office of Contract
Services (Contract Services) has full responsibility for the
management and approval of all contracts. Contract Services’
Institution Contract Section (ICS) entered a memorandum

of understanding with the prisons to work together toward a
mutual goal of expediting the contracting process. However,
ICS and the prisons are not meeting this goal. We reviewed

56 contracts that HCSD and the prisons had submitted to ICS
and found 14 (25 percent) late submittals. In addition, we
identified four contracts in which ICS allowed prisons to exceed
the authorized funding by $5.9 million. Finally, we found
instances when prisons obtained medical services for inmates
before receiving the Department of General Services’ (General
Services) approval.

BY USING A STATE POLICY EXEMPTION FROM
COMPETITIVE BIDDING, CORRECTIONS FAILS
TO DEMONSTRATE THAT ITS MEDICAL SERVICE
CONTRACTS ARE IN THE STATE’S BEST INTEREST

Despite assertions about increasing its efforts to competitively
bid contracts, Corrections did not solicit bids for most of the
contracts we reviewed. According to its contract manual,
Corrections believes its interest is best served by competitively
bidding as many contracts as possible. However, Corrections
solicited bids for only 23 percent of the medical service contracts
it entered during fiscal years 2001-02 and 2002-03. Rather than
soliciting bids, Corrections’ staff rely on the policy exemption
set by General Services allowing Corrections to contract for
most types of medical service without soliciting and receiving
multiple bids. Corrections could more effectively determine

that these contracts are in the State’s best interest either by
using noncompetitively bid (NCB) procurements or by bidding
competitively because these processes are more rigorous and
require higher-level approvals. However, in continuing to rely on
the policy exemption, the prisons, Contract Services, and HCSD
are not demonstrating their efforts to protect the State’s interest.
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bidding, for certain
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Corrections’ Reliance on a Long-Standing Policy Exemption
to Competitive Bidding for Medical Services May Not Be in
the State’s Best Interest

A policy exemption authorized by General Services roughly 30 years
ago allows Corrections to bypass advertising and competitive
bidding when awarding medical service contracts to physicians,
medical groups, local community hospitals, and 911 emergency
ambulance service providers. The policy exemption also applies to
any contract with an ambulance service provider that serves a single
geographical area. Not only does this policy exemption lack criteria
for evaluating reasonable costs, but also General Services has no
documentation to support it. Thus, General Services should reassess
the need for this policy exemption.

The policy exemption does not preclude Corrections from
competitively bidding its contracts. However, our analysis

shows that Corrections is relying too heavily on the policy
exemption. Specifically, Corrections deferred to the policy
exemption for 852, or 74 percent, of the 1,149 medical service
contracts executed during fiscal years 2001-02 and 2002-03.
Of the 29 policy-exempt contracts we reviewed, Corrections
could not explain its method or criteria for determining the
reasonableness of the costs for 17 contracts totaling more than
$190 million. Further, Contract Services has renewed 10 policy-
exempt contracts at least twice, with renewal periods averaging
almost two years. According to the chief of ICS, if a contract is
exempt from competitive bidding, there is no restriction on the
number of times it can be renewed. General Services approves
Corrections’ contracts that are greater than $75,000, and its
approval process focuses on ensuring effective compliance with
applicable laws and policies, conserving the fiscal interests of
the State, and preventing acts that do not foresee or provide for
the future. However, General Services’ approval cannot ensure
that Corrections receives competitive prices for medical services
covered under the policy exemption.

Further, the lack of documentation to support the policy
exemption and General Services’ lack of set time frames or
procedures for reevaluating its various exemptions lead us to
question whether Corrections’ use of the exemption is still
reasonable. State law requires General Services to prescribe the
conditions under which a contract may be awarded without
competition and the methods and criteria to be used in
determining the reasonableness of contract costs. However,
General Services says there is no available documentation or
analysis to support the rationale for the exemption, although it
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The State would have
more assurance that
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noncompetitively bid
procurement process or
competitively bids for
medical services because
these processes are more
rigorous and require
higher-level approvals.

was likely in response to Corrections’ concern that physicians
have historically been opposed to competing against one
another for work. Lacking the documentation to support the
policy exemption’s rationale and criteria for evaluating costs,
we cannot determine if the conditions that existed when
General Services authorized the exemption are still the same. For
example, one change that has occurred since the adoption of
the policy exemption is the State’s enactment of the Emergency
Medical Services System and the Prehospital Emergency Medical
Care Personnel Act in 1980, which precludes Corrections from
contracting with ambulance service providers outside the
exclusive operating areas created by local emergency medical
service agencies.

Corrections Could Better Protect the State’s Interest by
Using the Noncompetitively Bid Procurement Process or by
Competitively Bidding for Medical Services

If Corrections stopped using the policy exemption and adopted
either a competitive bidding process for medical services or the
State’s current process for NCBs, the State would gain greater
assurance that Corrections seeks to protect its interest.

Our attorney informed us that when General Services authorized
the policy exemption three decades ago, the provisions of state
law that expressly require competitive bidding by state agencies
had not been enacted. However, the State has made great
strides in establishing contracting processes, and competition

is typically at the core. Competition is designed to promote
fairness, value, and the open disclosure of public purchasing.

To ensure compliance with competitive bidding requirements,
state law allows an NCB for a good or service not related to
information technology only when the requesting department
can adequately document that one of the following exceptions
exist: (1) when only one good or service can meet the State’s
needs or (2) when the good or service is needed because of an
emergency—that is, when immediate acquisition is necessary for
the protection of public health, welfare, or safety. A contract
for personal services may be formed without competitive bidding
when state law expressly allows for an exemption, where an
emergency exists, or when General Services has exercised its
statutory authority and determined that conditions warrant a
noncompetitive contract.

The State would have more assurance that its interest is
protected if Corrections used NCBs or competitively bid for
medical services because these processes are more rigorous
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pay its provider using
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and require higher-level approvals. Similar to the long-standing
policy exemption for medical service contracts, General Services’
current management memorandum for its NCB process

allows Corrections to award contracts without advertising

or competitive bidding. However, the NCB process requires
departments to justify their purchases when only one good or
service can meet the State’s needs. For example, to use an NCB,
Corrections’ staff must complete a questionnaire stating, among
other things, why only one vendor can provide the good or
service, the consequence of not making the purchase, the results
of their market survey to identify other vendors capable of
offering the same or similar good or service, and how the price
was determined to be fair and reasonable. Further, NCB requests
that equal or exceed $5,000 (excluding requests for information
technology goods) require the approval of the department
director, agency secretary, and General Services.

Experiences at two prisons illustrate the value of soliciting bids
over using the policy exemption. The California Substance
Abuse Treatment Facility and State Prison, Corcoran (CSATF)
used the policy exemption to contract for temporary dental
services. According to its chief medical officer, CSATF attempts
to recruit providers at health care conferences but has difficulty
because of its remote location, noncompetitive reimbursement
rates, and few available specialists. He further stated that CSATF
generally locates its providers by obtaining their names from a
neighboring prison. However, because CSATF did not give us
documents to support how it determined the reasonableness
of costs for dental services, we cannot verify that the State
received a competitive price based on its needs. In contrast,
the R. J. Donovan Correctional Facility (Donovan), located in
San Diego, solicited bids and received two informal bids for its
contract for temporary dental services. The lowest bid Donovan
received for the contract was 30 percent less than the rate
CSATF agreed to pay its provider. Also, despite CSATF’s remote
location, we were able to locate more than 170 dentistry listings
in the Yellow Pages within 25 miles of the facility. Thus, CSATF
might have been able to receive a lower contract price if it had
either conducted a market survey under the NCB process or
competitively bid its dental services contract.

Corrections states that the NCB process is too long, leaving
prisons responsible for providing the services in the meantime
and annoying providers who cannot receive payments because
state law prohibits agencies from paying contractors who begin
work before their contracts are approved. However, as previously
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mentioned, the NCB process allows Corrections to award
contracts without advertising or competitive bidding, and its
staff need only complete a questionnaire demonstrating they
made a good-faith effort to secure a competitive price and obtain
the necessary approvals. With proper planning, Corrections
should be able to process contracts using the NCB process in a
manner that minimizes or eliminates any disruptions in service.

CORRECTIONS HAS SIGNIFICANT FLAWS IN ITS
NEGOTIATION PRACTICES

In awarding its contracts for medical services, Corrections

does not consistently ensure that the State is paying providers
the lowest possible, or even reasonable, rates. In some cases,
Corrections’ contracts fail to require hospitals to include rate
information; consequently, prisons cannot make sure that the
hospitals’ charges match the terms of the contracts and thus
give the State the lowest specified prices. Also, some contracts
fail to justify rates that are above Corrections’ standard rates.
Although Corrections’ contract manual requires justification

for higher rates, HCSD does not enforce this requirement.
Corrections misses another opportunity to obtain the most
favorable rates from medical service providers by not using its
own database of information, derived from its invoices, on costs
and utilization of medical services. Although HCSD said it uses
such data to negotiate rates, we found scant evidence of this use
either by HCSD or by the prisons. Finally, some staff at HCSD
and the prisons need specialized training in negotiating contract
terms and rates with medical service providers.

Corrections Has Negotiated and Awarded Many Hospital
Contracts That Omit Rate Schedules to Verify Hospital
Charges Are Appropriate

Corrections’ contract manual states that program managers are
responsible for knowing the terms and conditions of their contracts
and ensuring that rates are charged in accordance with contracts.
Thus, we would expect contracts to include terms and conditions
that allow program managers or other contract monitors to verify
that charges are in accordance with the contracts. However, the
compensation terms of some hospital contracts we reviewed do
not include the information needed to evaluate potential costs and
determine that hospital charges are consistent with contract terms.
Without this information, Corrections may be paying more than
necessary for hospital services.
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Of the 12 hospital contracts we reviewed, six totaling almost
$34 million include terms that require Corrections to deduct a
certain percentage off the charge master, which is a list of the
hospital’s established rates. However, because these contracts
do not require the hospitals to provide copies of their rates,
Corrections is unable to verify the accuracy of rates charged on
invoices for four of these contracts. HCSD says it typically does
not include contract language requiring hospitals to submit
charge masters because most hospitals refuse to do so, stating
that corporate policy precludes them from providing their rates.

For two contracts, even though they included terms stipulating
that the hospitals supply copies of their charge masters,
Corrections failed to obtain the rates. The terms of one contract
state that payment will be less a certain percentage discount

of the invoices in accordance with the provider’s current rates
as evidenced by the charge master and that the provider will
supply a copy of the charge master, which will be kept on file

at the prison. However, the prison did not obtain the charge
master. The prison’s correctional health services administrator II
says the contract analyst requested the charge master, but the
hospital did not provide it, stating that the list was too large and
changed too frequently.

The failure of HCSD and prisons to require and obtain rate
information from hospitals places the State at a disadvantage
when it negotiates with hospitals. Obviously, Corrections cannot
ensure that a contract is in the State’s best interest by deducting
a certain percentage from an unknown amount. Further,
without rate information, prisons cannot ensure that they do
not pay more than the contract terms.

Beginning July 1, 2004, Corrections will have an alternate
source of hospitals’ charge masters. A new state law will require
hospitals to file copies of their charge masters annually with the
Office of Statewide Health Planning and Development (OSHPD).
Corrections can then work with OSHPD to obtain charge
masters for its contracted hospitals to verify that it pays invoices
consistent with contract terms.

Corrections Cannot Show That It Follows Procedures It
Developed to Ensure That Rates Exceeding Its Standard Rates
Are Favorable

Corrections has established the Request for Medical Rate
Exemption process (rate exemption) for prisons to use when
proposing to offer above-standard rates to physicians and
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Some Information Prisons Must
Submit for a Rate Exemption

¢ Where the services will be provided: at the
prison, offsite, or both.

e Estimated number of hours and number of
inmates the provider will see.

¢ Basis for requested rates: monthly, hourly,
or per unit.

¢ Whether other providers were solicited and
if not, why.

e Why the provider’s service is necessary.
e Prior year’s use of the services.

e Custody costs associated with alternative
providers.

¢ Custody savings for using the provider.
e Method used to obtain the services if a

similar service was not used in a prior year.

Source: California Department of Corrections,
Office of Contract Services 2002 Users Guide for
Prison Staff.

Example of How Fees Are Determined
Using Relative Values for Physicians

Procedure Tendon Sheath
Description: Incision
American Medical
Association
corresponding
procedure code: 26055
Relative Value Units (RVU): 5.9
Corrections’ surgery
conversion factor for
Sector 3, which
includes nine prisons: $75.00
Corrections’
Surgery
Conversion
RVU Factor Fee
59 X $75.00 = $442.50

Source: Annual Relative Values for Physicians;
California Department of Corrections, Office of
Contract Services 2002 Users Guide for Prison Staff.

medical groups that provide specialty care such

as orthopedics or cardiology. However, HCSD

does not always enforce the rate exemption
requirement of adequately ensuring that prisons
negotiate favorable rates. Until Corrections
modifies and enforces its procedures to evaluate
the reasonableness of proposed rates that exceed its
standards, it will continue to undermine the State’s
goal of obtaining favorable rates.

Corrections’ contract manual requires prisons to
submit a rate exemption to the HCSD for review
and approval. Corrections’ standard rates are
$100 per hour for clinic services, which include
direct patient care such as medical consultations
and evaluations. For each medical procedure,
Corrections uses the relative value for physicians
(RVP), which it computes using its established
regional conversion factors for the procedure in
conjunction with a numerical value (called relative
value units) assigned to the procedure.!

Two of 56 contracts we reviewed had rates
exceeding Corrections’ standard rates and
therefore included rate exemptions. However,
despite the contract manual’s requirement to
justify higher rates, the prisons’ rate exemptions
did not provide analyses sufficient to justify
approval of the higher rates. Further, the two
prisons either did not adequately identify their
efforts to solicit other potential providers or did
not state why other providers were not contacted,
as the contract manual requires.

Pleasant Valley State Prison (Pleasant Valley)
submitted a rate exemption stating that the
recommended provider’s services were necessary
because he was a board-certified or board-eligible
radiologist. However, Pleasant Valley did not
include an analysis to demonstrate its efforts to
negotiate a favorable rate. According to the rate
exemption filed by the California State Prison,
Corcoran (Corcoran), no other orthopedic service

' In the relative value system, values are provided for physician services
contained in the American Medical Association’s Physicians’ Current
Procedure Terminology system, as well as Medicare’s Healthcare
Common Procedure Coding System Level Il (National) Codes.
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providers in the area had either the interest or the required
expertise to provide the service its inmates needed. However,
Corcoran did not provide a list of the providers it contacted who
expressed disinterest or a list of providers who could conceivably
provide the service. Moreover, the selected provider’s business
address was in La Jolla, almost 300 miles from Corcoran,
suggesting the unlikely absence of other providers with
necessary expertise within a 300-mile radius of the prison.
Nevertheless, HCSD approved the exemption. According to
HCSD, at the time this contract was approved, factors such

as transferring its contracting staff to another division and
experiencing a series of management changes contributed to a
less stringent or standardized review process.

We also found that Corrections lacks procedures to address
instances when HCSD initiates a rate exemption. According to
HCSD, its analysts essentially apply the same standards that
prisons must follow and require the signature of the assistant
deputy director. Yet, we identified four instances of HCSD not
providing analyses to justify its approval of higher rates.

I [ one instance, HCSD was unable to locate a copy of the rate

Corrections’ Health exemption for a contract that increased the provider’s hourly
Care Services Division rate by 80 percent over the previous rate. Without the rate
negotiated an hourly exemption, we cannot determine if HCSD had a reasonable
clinic rate that was rationale for the rate increase, but the rate is unreasonable based
182 percent greater than on our analysis. Reviewing 19 invoices from the same provider
the relative value for for 2002, we identified the procedure codes the provider used
physician services and for services to 87 inmates during multiple visits. Using the

that inappropriately procedure codes and the prison’s regional location, we computed
included services such the amount that would have been paid for the RVPs for these

as on-call coverage and services and found that the provider’s hourly clinic rate resulted
education seminars. in payments that were 182 percent greater than if he had been

compensated using the RVDPs.

According to the contract, the provider’s clinic rate also
includes services that are not covered by the RVPs—such

as on-call coverage seven days a week, 24 hours a day, and
education seminars for Corrections’ physicians. Although
lacking a standard definition of hourly clinic services, HCSD
told us that on-call coverage and education seminars should
not be included. Thus, HCSD inappropriately included these
services in the provider’s hourly clinic rate. Further, HCSD
believes that part of the provider’s rate increase may have been
attributable to higher travel costs resulting from rendering
services to multiple prisons. However, HCSD’s consideration
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Without documentation to
show that they employed
utilization data, HCSD
and the prisons cannot
demonstrate a thorough
and good-faith effort to
protect the State’s interest.

of travel costs when negotiating hourly clinic rates is also
inappropriate because the contract specifically states that all
expenses associated with travel to and from the prisons will
be at the expense of the provider. Instead, HCSD could have
negotiated separate rates for the on-call coverage, education
seminars, and travel costs.

Corrections Cannot Demonstrate It Uses Historical Data
When Negotiating Contracts

Corrections might be able to negotiate lower rates for particular
services by using the cost and utilization data (utilization data) it
collects to identify usage volumes and trends by type of service.
However, Corrections cannot show that it routinely uses these
data to negotiate contract rates. Without documentation to
show that they employed utilization data, HCSD and the prisons
cannot display a thorough and good-faith effort to protect the
State’s interest.

Corrections collects utilization data from each prison on their
contracted medical services by requiring analysts from the health
care cost and utilization program (HCCUP) to enter information
from every invoice into a database. The information includes the
cost, the provider, and patient-specific information on the type
and duration of service. The prisons submit this utilization data
monthly to HCSD.

Although HCSD and a few prisons told us they employ
utilization data when evaluating and negotiating rates, we
found evidence that the data had been reviewed in only two
of the 21 files where such a review may have been warranted.
Specifically, two contract files showed that HCSD reviewed
utilization data during its evaluation of proposed rates.
Corrections’ contract manual requires prisons to include
utilization data to justify their rate exemptions. Using the data
in its negotiation and evaluation of proposed rates would also
help Corrections identify its needs and secure contracts that are
in the State’s best interest.

Negotiation Staff Could Benefit From Specialized Training

Staff at both HCSD and the prisons have varying degrees of
expertise in negotiating rates in contracts with medical service
providers. Only half of the HCSD analysts who negotiate
contracts have prior experience in negotiating. Moreover,
because prison statf who negotiate the terms and conditions of
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The Health Care Services
Division reported that
it had not provided any
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who negotiate medical
service contracts.

contracts for medical services at their prisons have uneven levels
of contracting ability, the contracting and negotiating practices
at prisons throughout the State are inconsistent.

To help alleviate these inconsistencies, HCSD plans to contract
with outside consultants to enhance its staff’s expertise

in contract negotiation. HCSD then plans to have its trained
staff share the techniques they have learned with prison staff.
However, until Corrections equips its negotiation staff with the
necessary tools to effectively negotiate favorable rates, the State
may continue to miss opportunities to obtain contracts that are
in its best interest.

Although its contract negotiation statf have a cross section

of experience, HCSD reports that it has not given staff any
specialized training in negotiating medical service contracts.

Six HCSD analysts supervised by two managers have primary
responsibility for negotiating contracts with hospitals and
specialty care physicians when two or more prisons are involved.
According to HCSD’s duty statement, contract negotiation is only
part of the analysts’ job responsibilities, and HCSD estimates

the analysts spend roughly 20 percent of their time negotiating
and developing medical service contracts. When considering
individuals for the analyst positions, the chief of the HCSD's
Contracts Unit says she tries to hire staff with experience in
several areas, including health care, state contracting, fiscal affairs,
and Corrections. Our review of the background and experience
of the six analysts shows that three have experience working

for a health care association or as a medical assistant, five have
contracting and/or fiscal experience, three have negotiation
experience, and two held other positions related to health care
within Corrections before accepting their current jobs.

Likewise, HCSD has not given specialized training to prison
staff who negotiate medical service contracts, although these
individuals have uneven amounts of contracting experience.
Prison staff are responsible for negotiating the terms, conditions,
and rates of medical service contracts for their prison. However,
as Appendix B illustrates, the responsibility of negotiating rates
with medical providers is performed by a number of prison staff
with varying levels of expertise—from the chief medical officer
or health care manager with extensive medical knowledge and
possibly contract and negotiation expertise, to the health care
budget analyst with primarily fiscal expertise. Specifically, some
prisons report that the health care manager is responsible for
negotiating rates, and others say the responsibility is shared by
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a team of staff that includes the health care manager, HCCUP
analyst, and medical contracts/budget analyst. Finally, some
prisons report that their contract liaison or health program
coordinator is responsible.

With these varying levels of expertise, contracting and
negotiating practices are inconsistent at prisons throughout
the State. Although most prisons report that they complete
some type of comparison to evaluate the reasonableness or
competitiveness of the proposed provider’s rates, the extent of
that effort varies. Some prisons report they obtain the standard
rates or rely on the rate exemption. However, as we pointed
out earlier, the prisons do not always comply with the rate
exemption procedures. Further, one prison does not negotiate
rates. Finally, some prisons compare proposed rates with the rates
other local prisons pay for similar services, some compare
rates to current contracts for the same or similar services, one
prison compares rates by obtaining multiple bids, and another
reported comparing rates to applicable rates from Medicare or
the State’s Medicaid Assistance Program (Medi-Cal).

Also inconsistent are the prisons’ efforts to properly document
and retain evidence on their negotiation and evaluation

of proposed providers’ rates. Specifically, 12 of 21 prisons

we surveyed told us they maintain documentation for their
negotiation efforts for rates above Corrections’ standard rates,
and 13 of 21 prisons said they maintain documentation of their
efforts to evaluate provider rates to determine that the rates are
reasonable or competitive. However, when we requested evidence
of their negotiation efforts from six of the 12 prisons included in
our sample, only two could provide the necessary documentation.
Similarly, when we asked seven of the 13 prisons included in our
sample for documentation of their efforts to evaluate provider
rates, only three could give us such evidence.

However, HCSD recognizes that its staff as well as prison staff
lack the necessary expertise. Specifically, in its Strategic Plan
Outline, HCSD stated that one of its short-term strategies would
be to consult and perhaps contract with other state agencies

or outside consultants for enhanced expertise in negotiation
strategies and procedures. HCSD plans to train its staff and
then share the techniques with the contract negotiation staff at
each prison.
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Corrections can generally
generate greater savings
when it is able to negotiate
per diem rates for hospitals
it has under contract.

WIDELY DIVERGENT COMPENSATION METHODS IN ITS
MEDICAL SERVICE CONTRACTS LIMIT CORRECTIONS’
ABILITY TO CURB MEDICAL EXPENSES

Corrections’ range of compensation methods in its hospital
contracts makes it difficult to compare rates for similar

services statewide. However, our comparison of charges for

nine hospitals shows that Corrections receives more favorable
rates for some methods of compensation over other methods.
Similarly, our comparison of Corrections’ rates to those set by
the federal Medicare program and to actual hospital charges
reveals that in some instances Corrections’ method of payment
yields lower costs to the State. Comparison of physician rates
and other nonhospital rates to Medicare rates also indicates that
using certain compensation methods can lower the State’s costs.
Finally, our comparison of rates for similar services in urban and
rural areas did not lead us to conclude that rates differ solely
because of geographical area.

Corrections’ Hospital Expenses Vary Widely According to
the Compensation Method

In our review of contracts with nine hospitals, we found various
compensation methods for services, such as per diem rates or flat
percentage discounts. With a per diem rate, the provider is paid a
daily fee for specified services or outcomes, regardless of the actual
charges. Generally, Corrections can get substantially better rates
when paying a per diem rate than when paying a flat discount rate.

Table 2 on the following page presents the results of the
amounts Corrections paid for hospital charges shown on

53 hospital invoices. It also shows the results of our comparison
of the Medicare rates to the amounts Corrections paid and the
hospital charges.

Overall, Corrections negotiated some rates resulting in
substantial reductions to hospital charges, but the range of rates
was from 7 percent to 100 percent of total hospital charges. For
example, the rate Corrections negotiated for Hospital A was

60 percent of the total hospital charges, whereas the rate for
Hospital G was 85 percent of the total charges. The difference
of 25 percentage points was due to the two different methods
used to compensate the hospitals. Corrections paid Hospital A
using both per diem rates and percentage discounts. Payments
for services using the per diem rate were 53 percent of the total
charges, but payments using the percentage discount were
75 percent of the total charges. In contrast, the rate Corrections
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TABLE 2

Amounts Corrections Paid Compared With Medicare Rates for Hospital Services

Hospital*

A

I O m m O N @

Overall

Percent of Total Medicare Rate as Corrections’ Payment
Number of Invoices  Hospital Charges Paid a Percent of Total as a Percent of
Reviewed by Correctionst Hospital Charges Medicare Ratef
17 60% 100% 60%
15 7 21 34
4 8 26 30
3 95 61 155
5 60 19 319
3 64 25 259
4 85 39 215
1 70 37 188
1 100 34 291
53 23 26 90

Sources: Hospital invoices, California Department of Corrections’ contract payment logs, and Medicare’s Acute Care Hospital
Inpatient Prospective Payment System PC Pricer.

* Corrections requested that we not disclose the hospital names. Please refer to page 78 for its rationale.

t Percentages reflect amounts after hospitals discounted their total charges in accordance with contracts.

negotiated for Hospital G services was a flat 15 percent discount
off the total charges. Thus, Corrections generated greater savings
by negotiating per diem rates.

HCSD says it does not require hospitals to conform to a specified
compensation method because it does not want to discourage
providers from submitting proposals or miss opportunities for
better rates that providers might propose. Nevertheless, because
the State is generally able to generate greater savings when it
pays per diem rates, it would be beneficial for HCSD to at least
try to obtain this compensation method during its negotiation
efforts with hospitals.

Our sample results also indicate that overall the rates Corrections
negotiated were slightly below Medicare’s rates. Again, the

rate Corrections paid each hospital varied, from 30 percent of
the Medicare rate for Hospital C to 319 percent for Hospital E.
Comparing the total hospital charges Correction paid with
Medicare rates, we found that the compensation method that
Corrections was able to negotiate was often directly linked to the
amount of savings it achieved.

By comparing Corrections’ rates with Medicare rates, we are
not suggesting that Corrections’ negotiations should always
result in rates that are lower than Medicare rates. With its Acute
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Care Hospital Inpatient Prospective Payment System, Medicare
considers many factors, including the hospital’s operating

and capital costs; the wage index of the hospital’s location; its
percentage of low-income patients; and whether it is the only
community hospital in the area, a Medicare-dependent small
rural hospital, or an approved teaching hospital. In addition,
the payment system classifies a hospital’s discharges according
to a list of diagnosis-related groups; and it evaluates the costs
a hospital incurs, adjusting for unusually expensive cases to
protect the hospital from large financial losses. Because of the
payment system’s complexity, it is unlikely that two hospitals
providing identical services would receive the same Medicare
rate. Thus, our comparison is informational only.

Our Comparison of Invoices to Medicare Rates Reveals the
Impact of Compensation Methods on Rates Paid

In our review of 56 contracts, we compared some invoices for
medical services to three of Medicare’s fee schedules: those
for physician services, ambulances, and prosthetics. Generally,
for physician services, payments were the lowest in comparison
to Medicare’s rates when Corrections based its compensation
on its fee schedules rather than on discounts off established
rates or on physicians’ hourly rates. We also found that two
competitively bid contracts for prosthetic services were below
Medicare’s rates. Table 3 presents the results of our comparison.

TABLE 3

Corrections’ Contract Rate for Individual Procedures
Compared With Medicare Rates

Percentage of Physician
Medicare Rates Services*t Ambulances* Prosthetics*
100 or less 6 0 2
101-200 12 4 0
201-300 6 1 0
301-400 7 0 0
401-500 1 0 0
501-2000 3 0 0

* These columns represent the number of contracts we reviewed with invoices indicating
procedures that we were able to compare with Medicare’s rates.

* For one physician’s contract, the invoices included procedure codes, but the physician
was compensated based on an hourly rate in accordance with the contract terms.
We converted the amount paid to a charge per procedure before comparing it to
Medicare’s rate.
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State law governing
local emergency medical
services agencies
prevents Corrections
from negotiating lower
rates for emergency
ambulance services.

For invoices relating to 14 contracts, we compared the rates
Corrections paid for physician services with Medicare’s
physician fee schedule. Medicare publishes rates annually
using its Healthcare Common Procedure Coding System
procedure codes. Our results show a wide range between the
amounts Corrections paid for the procedures and Medicare’s
rates. Specifically, for six contracts, Corrections paid for

12 procedures at lower rates than Medicare’s rates. However, for
one contract, Corrections paid for five procedures at rates that
were 1,000 percent or more than Medicare’s rates. When the
compensation method was based on Corrections’ fee schedules,
it appears that Corrections paid the lowest amounts. Generally,
when Corrections based the compensation method on discounts
off the established rates or on hourly rates, the physicians
received higher compensation compared with Medicare’s rates.

Our comparison of procedures from four contracts for
ambulance services reveals that Corrections’ rates were generally
higher than those set by Medicare, ranging from roughly

120 percent to 280 percent higher. However, Corrections has no
ability to negotiate lower rates. State law allows each county to
develop a program for emergency medical services (EMS) and
designate a local EMS agency. A local EMS agency may create
one or more exclusive operating areas in the development of a
local plan that restricts operations to one or more emergency
ambulance services or providers of limited advanced life support
or advanced life support. Then, on the recommendation of the
local EMS agency, a county can adopt ordinances governing the
transport of patients, including the rates, which are not open to
negotiation. Thus, because the local EMS agency designates the
exclusive providers of prehospital emergency services and sets
their rates, Corrections has no ability to negotiate lower rates or
enter contracts with other providers in their regions.

Finally, our comparison of two contracts for prosthetic services
shows that Corrections rates were below Medicare’s rates.
Corrections awarded both contracts through the State’s
competitive bidding process, and the compensation method was
a set percentage of the maximum allowable rates for Medi-Cal.
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The results of our
comparison of four
contracts indicated that
rates in urban areas were
lower than those in rural
areas. However, based
on these few instances,
we cannot conclude

that the rate Corrections
pays for similar services
is driven solely by the
geographical area.

Our Comparison of Rates for Similar Services in Urban and
Rural Areas Does Not Confirm That Location Was the Primary
Factor Driving the Rates

After reviewing several contracts in which we were able to
compare rates for similar services, we cannot conclude that rates
differ solely due to the geographical area.

As previously mentioned, rates for hospital, physician,
ambulance, and prosthetic services can be based on many factors
other than location, including Corrections’ compensation
method and the rates set by other regulatory entities such as
counties. Additionally, Corrections typically groups prisons in
the same geographical area—some comprising both rural and
urban areas—to obtain favorable rates for all prisons when it
contracts for medical services on a temporary basis.

Finally, in a few instances, the results of our comparison
indicated that rates in urban areas were lower than those is
rural areas. Specifically, our review of two contracts for dental
services shows that the rates paid in the urban area were lower
by 22 percent. Our review of two contracts for physical therapy
services also indicates that the rates paid in the urban area were
lower by 20 percent. However, based on these two instances
alone, we cannot conclude that the rate Corrections pays for
similar services in rural and urban areas is driven solely by the
geographical area.

THE OFFICE OF CONTRACT SERVICES CAN IMPROVE ITS
OVERSIGHT OF CORRECTIONS’ CONTRACTS

Corrections’ Office of Contract Services (Contract Services)
has full responsibility for the management and approval of its
contracts. Contract Services’ Institution Contract Section (ICS)
entered a memorandum of understanding with the prisons to
work together toward the goal of expediting the contracting
process. However, ICS and the prisons are not meeting this
goal. In our review of 56 contracts that HCSD and the prisons
submitted to ICS, we found that 14 contracts (25 percent) had
been late. In addition, we identified four contracts in which
ICS allowed prisons to exceed the authorized funding. Finally,
we found instances when prisons obtained medical services for
inmates before receiving the approval of General Services. By
not complying with procedures designed to avoid executing
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Reasons justifying late
contract and amendment
requests do not always
appear to meet
Corrections’ policy criteria.

late contracts and exceeding the authorized contract amount
and by failing to obtain proper approvals before receiving
nonemergency services, Corrections limits the effectiveness of
its contracting process.

HCSD and Prisons Have Not Submitted Many Medical Service
Contracts to ICS Within Required Time Frames

Although ICS has established the minimum time necessary to
process new and renewed contracts, and Corrections’ policy
memorandum sets forth criteria under which contracts can

be submitted late, the prisons and HCSD do not submit their
medical service contracts to ICS on time. Of the contracts

we reviewed, 25 percent were late, and some of those lacked
justifications that meet Corrections’ criteria for late submittal.
Whenever Corrections submits a late request for a new contract
or amendment, it puts the State at risk of not having sufficient
funds set aside to cover the cost of services while approval of the
contract or amendment is pending.

ICS has set the lead time for processing new contracts for
hospital, pharmacist, and ambulance services at nine months;
the lead time for processing new contracts for laboratory,
dentist, and radiology services is six months. In addition,
amendment requests must be submitted 60 days before the
proposed effective date or contract expiration date. In May 1998,
Corrections issued a policy memorandum prohibiting

late submittal of contracts or amendments except in cases of
emergency services as defined by state law, protests and rebids
associated with the request for proposal process, or situations
resulting from unusual circumstances beyond Corrections’
control. The policy memorandum also established procedures
for addr